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SBA oéction_?(a) business loans

DIGEST:
Under Small Business Administration (SBA) “section 7(a)

business loan program," authorized by 15 U.S.C. § 635,
Tequirement in statutory regulations and Loan Guaranty
Agreement that lendex potify SBA within 30 days of
borrower's default in order to demand SBA purchase

of guarantecd loan constitutes a waterial and lezally
binding element in contractual relationship between
534 cud lending institution. Therefore, SBA cannot
vaive noncoipliance with cuch requirement sad lacks
authority to purchase loaza for which required 30-day
notice hea not Deen glven.

This decision to thz Adwministrater of the OGwmall Nusiness Adminis-
tratdon (SDA) conceras a problen which has srisea in the implementation
0f €7A's go-called "secticn 7(a) business loan program.’ The program,

sntece of leans to osall business congerns, 4s couducted pursuant to
goation 7 of the Small Fusiness det, o8 scznded, 15 U,.$.C. § 636(1970), ~
vhich provides in pertinent paril

“"(a) The Adnminiscration is copovercd to make
loana to cnable zmali-bugsiness concerns to fianauce
plant construction, conversiou, or expansioun, in-
cluding the asquisition of land; or to finznce the
acquisition of equipment, facilitics, machkiuery,
supplies, or materisls; or to supply such concsins
with working eapital to be used in the manuiacture
of articica, equipneat, sugplies, or naterlals for
war, defense, or civilian productiocn coxr as umay be
neceesary to insure & woll-balancainationsl cconouwys
and guch loans may be nade ox weifected edthier directly
or in cooperation with banks or other lending instiiu-
tions throush agreeuents to participate on an izuediate
or defexrvoed basis, ® # ®"

Specifically, tha inatant problem relates to SBA's treatment of
the requirement for uctificacion of defsults widor "simplificd blanket
puaranteed loans,” provided for in SBA cvgulations, 13 C.P.R. § ’//J

22,300)¢1) (1875), &3 follows:
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“gimplified blanket guaranteed loans are loans

pade by £inancial institutions under a Guaranty Agree- .
ment batween SSA and the leuding institution which is
appliczble to future loans to small business concerns
a5 tushorized by SBA. Uader such a Guaranty Agreement,
§34 ig oblipated to purchase not more than 90 perceat
of the outstanding balance of each loan thereunder
topether with acerued interest in the eveat the
borroser has defaunlted for mot less than 50 days. Any
elipible loan which the lending instituiion would meke
caly with the guaranty of SDA may be esutherdized by SBA

nder sald Guonranty Agreement., Xotificeticn to STA
iz 30 days of any defoult ig e conditien precedent
institution’s demand for purchase by
1g ponsayteat of wiiacizal or interest
, or the breach by the borrouvecr of any
hich the lending institution deternines
&
1

are
lonn coverant v

to be an adverse change in the borruwer's ability to

:cpay the loaan."  (Onphosds added.)
Pavapraph 7 of the curreut Lo Aorocment (SPA farm 750)-~which
aprarently covers most of ta nowr in ofio
3 s t

Lt puironte ct~-provides &8
-0 default notices:
"Landey shall notify S3A in writing within 30 days
of zny uncured defzult Ly a borrower in uzking paynent
vhen due of muny fmstallrent of principal or interest
on any note, If such defpult coativuss uncured for
60 days (or lewms, 1f SDA porees), and if Lender shall
hove duly netified STA of the defsult, lLender may
denand 4n writing that SLCA purchase the guaraateed
percentage of the loas.” ‘

During a full-scale audit of S¥A by our Officc,k it was discovered
that in rost cases participating banks have not complied with the re-
gquircd 30-~day notice of dafault, Late notices ranged from 31 days to
over 300 daye, sad vere received, on the everage, sbout & wonths after
borrovers bLecame delinquent. loveover, it eppsars that at least soue
particizating bants hove adopted e peoliey of reporting dalinquencies
to £u4 om sone basis other than 30 days, i.c., quarterly, sewmisnnually,
or other time ranpes, lewever, SPA's stoted policy is not to enforce
strict compliance with the 30~day notice requirement by refusing to
purchasa loana for which sueh timely notlice was not given., Rather,
an SBA procedural issuance—parzgraph 52 of SUP 50-50-1, effective
stober 10, 1975--states in thia reparad:

“Thie audit was specificslly mandated by section 13 of the Small
Buginces Amendments of 1074, anproved August 23, 1974, Pub. L. No. 93-
386, & Stat, 7530, 15 U.2.C0A0 § 603 aote.
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"Lender must notify SBA in writing (preferadbly by
vsing SBA Form 1071) of default in payment of prin=-
cipal or interest on any loan, within 30 days fol~
lowing the date due. In the event the Agency
receives a request to purchase the guaranteed por-
tion of a loan in default on which an SEA Form 1071
(or other written notice) has not been submitted,
a determination nust be made as to whether ox not
that failure resulted in any substantial loss to
the Agency and/or the borrower. If the Agency
and/or the borrower did suffer eny substantial
loss, consideration should be given to demnial of
{ability. If there was no substantial loss to
either the Agency or the borrower, the Agency may,
upon the first instance of failure to submit the
SBA Porm 1071 (or other written notice), honor the
guaranty (if no substential interest has accrued)
but remind the lender of its obligation under the
guaranty agreerment to advise SBA of uncured 30-day
defsults. Also advise the participant in writing
that upon their next failure to provide written
notice of uncured 3ii~day default in paymeni, that
the intercst sceruzd from date of default to date
of purchaze will nct be paid. On the sgecond
occasion of failure to submit a 1071 (or other
written notice), Interest accrued from the date
of default to date of purchase will not be peid.
Should the participant continue to fail and/or
refusa to submit 1071's (or other written notice)
as required, cousideration sghould be given to
refusing tr~ participate with that lender. (Para-
graph 14 of SRA Yorm 750 may be invoked.) Failures
on the part of {h2 lender to cubmit the SBA Yorm
1071 (ur other written notice) as required should
be noted on the SBA ¥Foérm 916, 'Bank Record Caul'"

In view of the foregoing, we requested, and have recently received,
a report from S5DA concerning its legal authority to purchase loans
despite a bank's failure to comply with the 30-day notice requirement
as sat forth in SBA's regulations and the Loan Guaranty Agrecement.
The SBA report advancee several theorics to support such authority.
However, after careful consideration of the SBA arguments &nd for
the reasons etated hereafter, we conclude that the agency is legally
bound to comply with this requirement as written, Accordingly, it
is our opiniou that SBA Jacks authority to purchase a guaranteed
loan where the bzank has not given the required 30~day notice of
default, '
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A8 noted previously, the relevant SBA regulation specifically

statee that YNotification to SBA within 30 days of any default 1is

condition precedent to the lending jnstitution's demand for pur-
chasa by SDA.Y

Black's Law Dictiounary 366 (Rev. 4th ed. 19€8) contains: s
the following definition of the term "condition precedent:”

Y% & 1 A condition precedent ®* % * 43 one which
is to Lo perfeormed hefore some right dewch ent thereon
accrues, Or sora £ot chendLﬂu thoreon is performed,
_gcdergl Tand Zank of lonioville v._L:gL;gJ 4311, 213 ////

Ind, €15, 13 W.E, 2d ,l, 532. A 'coundition precedent'’

is one that 15 to be performed before the sjrcement
becowes e¢iioctive, ond which calls for the happening
of some cvent or the performarnce of some sot after
strect heve been asrecd on, before //
3] 'i...,,\;iv.;'; on Ehe i ’

peans that wnless a partieipating
any uncured default Ly a borrover
iending ins i*utioa involved would

Aueordingly,
lewdding fnonitul
within 30 doy

loge any lepzl wizh wisae Lhava to dersnd that SDA
purchasa tha pusyanteo cntaga of the defaulied loan.

SBA argues, suenz other things, that the "coendition precedent”
langusage set forth Ju the regulatisns has not been cazrried over to
paragraph 7 of the caorcent Guaranty Apreaw cnt, supra, which rostates

coiae voguinoreat and authorizd leadar to dewmand

purchase by S04, Jvter alia. & & % 4f Leg dct 8%*51 have duly uotified
SBA of the defzulg # @ &, loreover, 5DA states that whlle it has
intonded to rowise tha 23 day notiflzstion prrovisien In thn v
overall zwmendmaant of Fart 122, title 13, of the ropulatiocns, it has
eonstrusd the prozises and obligations of the londer and SIEA under
the guaranteod lean projyan as being subject to the exisiting pro-
vicions of the Uvaranty Asreement. We disazrce with thease acser-
tions for tivo reasomns. Fivat, we do not believe that thure 13 any
gubstantive lepal difference between use of the term “ecoundition
precedent’ in the rogulation amd use of the word "if" in the
cgveewent. DBoth provisicns have the semo legzl offect, numcly.
estanlishment of the roguivenear of dee nuuico by the Iende
vithio 30 doys of defeult, beforve SiA's reciyroecal ebligaticn

to heaor its fuaranty coues into being.  Second, even if it is
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assumed, arguendo, that paragraph 7 of the Agreement has a different
mesning or is in fact less stringent than the corresponding provision
in the regulations, the existing regulatory provision, which has

the force and effect of law, would be legally controlling. See 36
Coms. Gen. 507 (1957), in which we concluded that there was no legal
basis to pay participants in a soil-bank progran, adninistered by

the Department of Agriculture, an amount in excess of the maximum
periditted vmder the applicable regulations even though payment of
such an apount would have been in accordance with the terms of the
contracte. : ‘ ‘

Thua the instant situation is very similar to the situation
cematidercd in our decision to SBA, B-181432, March 13, 1975, wherein
we concluded that a provieion contained in the Guaranty Agreenent
wiich stoted thut until the guaranty fce was paid, an approved loan
w3 not covered by SEA's guaranty, legally prohibited S2A from pur-
chasing the puaronteed loan whenever a default cccurred pricr to
mt of the required fee by the lender. Adhexcnce to the pre-
dent entablished in that decision requires that a similar reeult
be regcihed fn the instant case, nanely, that SkA hias no authority
to honor its guaranty when the lending institution involved fails
to uotify SBEA of eny uncured defsult within the specified 30 day

< ag uired by both the regulation and the Agreement.

- II -

The primary basis set €orth in SBA's report for its conclusion
that it has the zuthority to purchase these leans is that Governument
agents possese the legel authcrity and discretion to weive procedural
requirements or conditions that are published in a regulation oxr con-
tained in a contrectusl sgreement. Ior reasons that will Le set forth
later in this opinion we cdo not &gree with SpA's position in this
regard.

SBA alsc zttempts to justify its position by making the assump-
tion that the fssue iavolved here "relates solely to the case where
the lender's only fzilure under the Guarenty Agrcement has been the
failure to give the 20 days default notice, i.e., the loun has been
otherwige properly disbursed and serviced * * % and the failure to
rcceive the 30 days default notice has not caused any losc or damage
to SBA.Y In such caces Sith acknowledges that it has xot refused
to honor its guaranty. liowever, we find it difficult to accept
this assumpticn entirely for several reasons. First of all, it
18 our understanding that SLA does not attempt to determire 1f a
lender's failure to give notice within the preseribed period
resulted in any loss or damage to the agency and that SBA has not
refused to honor its loza guarantees on such goound. Secoadly,
the relevant language of S5A's internzl procedures, SOP 50-50-1,
supra, indicatcs that oaly in instances where there is substantial
loss to aBA (rather than "any loss or injury" as stated in the SEA
report) should SEA even consider whether or not to deny liability.
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Furthermore, as suggested above, it 18 our view that regardlecs of
whether it can ba determined that SBA suffered a substantial lose

a8 & recgult of the lack of timely notice, SBA hss no inhereat author-
ity or discretion to waive or othervise disregard statutory regula-
tions or vested contractual rights.

STA assorts that under general contract law prineiples it has
authority to waive the 30-day notice requirexent and may be estopped
by such waiver in the sama manner a8 a private coatractol. Thise
attexpt to epply general contract waiver principles to a Fedaeral
agency goes apainst the prest weight of autherity reflected both
4n our own rulings and judicial decisions.

Thus, for erxample, im 35 Comp. Cen. 56 (1233), we considerad
a request fron a Covernpeat agency to revise certain contracis
under wiich the United States guaranteed the foreign investiuent

- of Auncyiecan businesszmen by reducins the totel guaraatece fee pay-

ponts due the United States. In our decision wa said the follewlug:

It 18 slso urged that, since private inzurance

coupsnies can lover premduns or woke refunds to

npolicyholdars, the Government should be able to de

the ssme, but this arzumant overlocks the faect thar

rrivate pavedes can give puony their property end

eontracturl vinhts whevesns ga agent of the Government

has vo such euthority.” ’

The genaral rule set forth im B-131432, Maveh 13, 1875, supra, cen-
cerning & related question involving S34, would be controlling here!

"k & % The stated rule in this regard is that

ne officer or arent of the Coverurmznt hes the zuthor=-
1ty to waive contrectual rights which have acerued
to the United States or to modify existing contracts
te the detriment of the Covermment without adequate
legal corsideration or s compensating benefit flowing

te the Covernment. Sea &6 Comp. Gen. 874 (L867); e
45 1. 224 (1963); &4 Jo. 746 (1345); 41 Id. 1CY —
(1951); ord decisimns cited therein.” '

Alszo o

3 3

(%

» Touneh & Torh_Optlcxl Commany v. pﬁ;&g@ugggggg, 78 Ct. Cl. S5&4,
dended 292 U.S. 845 (1934); Yeciiic kardware & Stesl

607, (1934) ox 3
Co. V. United §

e

«d Stares, 49 Ce. Cl. 327, 335 (1914). 1t follows that if
the officers or agents of the Governmeant do mot have the authority te
waive the contractual rights of the Government directly, they cannot
do so ipdirectly by following & particular course of couduct.

The leading 4udtefal pracedent in this vegard is Federal Crop
Jasurasse Cerporation v. Merrili, 332 U.S, 350 (1547), wnerein tha
Suprame Court held that statutory regulations limicing crop Ly -
ance: provided by a Governuent Corporatica werednding, even though
a Corporation sgent had advised claimante that they bad insurance
coverage beyond the gcops of the regulatioms. Ia reaching thia
couclusion, the Court stated, 332 U.5. at 333-35:
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“"The case no doubt presents phases of hardship.
We take for granted that, on the basis of what they
were told by the Corporation's local agent, the
respondents reasonably believed that their entire
crop was covered by petitioner's insurance. And so
we assume that recovery could be had apainst a
private insurance company. But the Corporation
is not a private insurance company. It is too late
4n the day to urge that the Government is just
another private litizant, for purposes of charging
it with 1iability, vhepever it takes over a business
theretofore conducted by private enterprise or en-
gages in competition with private venturas. Govern-
ment is not partly public or partly private, depend~
ing upon the governmental pedigree of tha type of
a particular gctivity or-the manner in which the
Coverument conducts it. * % % {hatever the form
in which the Government funectione, anyone entering
into an arrangenment with the Government takes the
rigl of hLaving accurately ascertained that he who
purports to act for the Governmment etays within
the bounde of his suthority. The scepe of this
authorify nay be explicitly defined by Congress
or be 1inmited by delegated legislation, properly
exercised through the rule-making power., * ¥ ®

Vit % % Just as everyone is charged with knowledge
of the United States Statutes at Large, Coungress hasg
provided that the appearance of rules snd regulations
in the Federal Register gives legal notice of their
contents. 49 Stat. 502, 44 U,S.C, § 307.

“Accordingly, the Wheat Crop Imsurance Regulations
were binding on all who sought to come within the Federal
Crop Insurance Act, regardless of sctual knowledge of
vhat 1s in the Regulations or of the hardship resulting
from innocent ignorance. The oft-quoted observation in
Rock Island, Arkensas & loulsiana Rallroad Co. v. United
States, 254 U.S. 141, 143, that 'Men must turn souare
corners when thay deal with the Government,' does not
reflect a callous cutlook., It merely expresses the duty
of all courts to observe the conditions defined by Congress
for charging the public treasury. The 'terms and condi-
tions' defined by the Corporation, under authority of
Congress, for creating lisbility on the part of the
Governzeat preclude recovery for the lows of the reseeded
wheat no matter with what good reason the respondents
thought they had obtained insurance from the Government.

- 7 .
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Indeed, not only do the Wheat Regulations limit the
14ability of the Government as if they had been en-
acted by Congress directly, but they were in fact
incorporated by reference in the application, as
specifically required by the Regulations."

With respect to the possibility of estoppel directed against the
Pederal Government, we would point out that as illustrated in Merrill,
the courts have traditionally been very reluctant to apply the doe—
trine of estoppel against the Federal Government or one of 1its
agencies, and have generally held that the Government is not subject ///
to the same rules of estoprel as esre private parties. ee also

United Statee v. California, 332 U.S. 19, 39 40 (1947); §hotwe11

v. United States, 163 F. Supp. 907, 915 (E D. Wash. 1958). This

judlciﬂl reluctance is based largely on the rule set forth in ya
tzh Power & Licht Co. v. United States, 243 U.S. 389, 409 (1917)  /

tc the eifcect that! S

"% % % the United States 1s neither bound nor
estopped by acte of its officers or agents in enter-
ing inte an arrangement or agreement to do or cause
to be Cune vhat the law does not sanction or permit
& & &,V

It is true that dn certain limited circumstances an estoppel argument
kas been successfully erployed against the United State See for _///
example Fn'tcu Statzs v. Georgia Pacific Cormany, 421 F ?d 92 (%th

Cir. 1270). +ihe essential clements of estcrpcl have been set forth

as follows in ceses involving the United States

“In order to constitute an equlitable estoppel
there rust exist 2 false representetion or conceal=-
ment of material facts, it must have been made with
knowledge, actual or constructive, of the facts,
the party to whon it was made must have been without
knowledge or the means of Imowledge of the real
facts, it must have been rade with the intention
that it should be acted en; and the party to whem
it was made must have relied on or acted on it to
his prejudice )' Uonited States v. Shaw, 137 F. o
Supp. 24, 28 (D. N.D. 1955); and see lnited States
v. Georgia Pacific Compang, supra., at 96."

'\{,

However, it is clear that a lender who failed to notify SBA
within the 30-day perifod prescribed in both the regulatione and
the Guaranty Agreement could not sstisfactorily demonstrate the
presence of all or possibly any of the foregoing elewents that
are necessary, at a minimum, to present a successful egtoppel
argument against the United States. SBA does not and could
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pot seriously argue that lenders were unavare of the 30~day notice
requirescant, vhich is etated, restzted, and confirmed in the various
econey issunnces described previously. HNather, tbe estoppel argu-
vert seers to be, in effect, that contioued and presumably knowiag
ienders to comply with this requirement must be excused
zoa nuA'as fallure to fnsist on strict coemplience. In cur
'iﬂﬂg gush an approach is completely ustenable g8 2 matter of law
¢ 48 egually unjustifisble in terms of avoiding undue "hardship”
tc the leacing {nstitutions.

= III -

nort to us edvances soveral varistions or the foregoing
of purpor*ed general edrdnistrative discreticn to
LCZEB. Eeucntially the sane svgunsnrs have
ted bv our iflf{caes BSes in q_uit‘ﬂ. to the J//
Goue 664 (1073); 51 323, 162
:_,‘33); L= iU.rJGJ’ Docenbey 4;
waver, ong of thess varia-

14
e |
[

~

e

writy eniste in ¢his enss, cloiming
resuirenent is & rclzu;vv‘y tinor
adiiicn, Herely eal rorizing & regula=
vethior than Sosantive” fn the
nya:a 20 t o w'ix T fgguc. Sce
1 Negul: 87 tarv. L.

eve ay noilce
i A+ uazu?a, we eannst scegpt
cancs.  Thic requirerent

“ ,..,. ‘
£

!

rodqus I"L'”" (¥
L’a A

™ tisn a convenisace for the ggeacy. Rather,
it u;.huts tba b&sic centrvactual reloticaship between SUA asnd the
leading dns pions end was obvicusly intended te protect the
loziticate :ate of the Covetur at as well as the smzll busi-
rness berrowe

The fmoortance of this requirexcut aand the consequences resulting
from lack of siriet comnplisnce becans evident in the cource of our
audit review, Sii's gbiliiy to provide borrvowers with timaly assise
tance depends upon ean eerly ewareness of the borrewer's problews.
Tiwely informatica is particularly vival when the borrowsr's probe
lems - have caused him to becowme delirguent on his loan. On guar-
entecd loans, S8A wmust devend on the leading institutionas for
inforwation on the borrovar's payment etatus, an! the 30-day notice
requircrent sorvea tils purpose.

Our rveview indicated that lack of tirsly nctices of defeault
deprived SEA of information vital to its servicing responzibility
end contributed to the agecucy's failure to provide prompt &ssis=
tance to borrowsrs. Cur statistical saxple in one district showad
that by the time SDA wag notified of delinquency, barrowers had
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missed an average of three monthly payments. SBA loan specialists"
at this district office advised us that by this time the borrouer
usually has too many financial problems for SBA to be of any help.

In a meworandum dated October 3, 1974, to Regional and District
Directors, SBA's Associate Administrator for Finance and Investuent
described the damage done to SBA's losn servicing efforts by late
delinquency notification as follows:

L&

“There 13 considerable evidence that the current
[notification] procedures are too informal and have
allowed the banks to becomz lax ia fulfilling the
requirezent of notice of 303 day default. This has
resulted in numerous instances where the servicing
office knows little or nothing about the zccount
until we are called upon to purchase. It follows
that many purchased guarantees are beyond effective
asgsistance and Immediately becouwe liquidation cases.’

The fasct that the 3C~Jday notice requirement 1g described in SBA
regulations as & "“condition preccdent” to parchase of leans, our
audit findinzs &2 discuszed above, and cxe ahove-~gusted art.o.and'ra
by & hipgh S2A officinl elearly belle S3A's present chavacterizacdio
of tihe notice requirement as e minor procedural watter. Thay a]so
cast doubt upon the assertion in SHA's revnrt to us that compliance
with the notice reguiremont is waived enly whore 1t is determined
that failure to cowply did not result in loss to the Govermment,

The SBZA report gives no indicatlon &3 to how this determination
is made, although the pecd for such a determination would presunsbly
arise only after tha situation is con51u‘red bayond cure.,

Thus, contrary to tihe assertions in SBA's report, we belicve
that the 30~day notice requiresment i3 a significant and material
device to protect the Government's Interests. MNoreover, this
requirement is at least egually fwmportant, ia our view, to the
intereste of the small busziness borrovers in terms of providiag
a wmachanisn to make £BA assistance available in time to do some
good. It must aluo be empuasized that, contrary to an assertion
in SDA's report, we do not seck 'to question the judement of SBA
in developing, refining, modifying, and executing the statutory
program delegated Ly Congress * % %, Rather, our concern is
with SBA's disregard of a requirement promulgated in mandatory
terms by the apency itgelf, the importance of which ies clearly
confirmed by the agency's own program experts.

- 10 ~
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- IV -

In summary, we conclude that SBA's failure to insist on strict
adherence to the 30-day notice requirement is legally impermissible.
The notice requirement and the effect of noncompliance are unambig-
uously stated in the SBA regulations. Such requirement is a sig-
nificent and material element in SBA's contractual relationship

~with the lending institutions; and the agency's failure to enforce

it is prejudicial to the interests of the Government as well as the
small businesses for whose benefit the program exists.,

Accordingly, it is our opinion that SBA lacks authority to purchase
guarantecd loans in the cace of noncompliance with the 30-day notice
requirement. FHowever, in view of the large number of loans in this
category that have already been purchased by SBA and considering

BA's longstanding practice of honoring the guarantee despite the
failure of the lending institutlons to submit timely notice of
default, we will not take exzcertion to payments already made. With
fespect to defaults whizh have already occurred, but concerning
which E%A has not vet purchasaed the underlying loan, we will not
questica paynent provided that SBEA 1s able to make the determination
on a specific czoe-by-case basis that the United States has not been
geriously harmed by the failure to give tiwely notice. Our Office
vill tske exception to gny future psyments oun defaults which arise
after the date of this decision if the notice requiremants are not
strictly complied with., Ve strengly recommend that all lending
institutions be irmediately notified of the inport of this decision.

R KELLER

) . Comptroller Gemeral
Davuty of the United States





